This paper is part of the perspectives of three researchers-an economist, an accountant and a lawyer-on tax policy. The domestic production activities deduction in AJCA 2004 provides a specifi c platform to introduce fi ve concepts from fi nancial accounting that affect tax policy: book income matters; tax rate changes immediately affect earnings; current tax expense does not generally equal taxes paid; accounting mixes different methods and permits management judgment; and consolidation rules differ for book and tax, complicating jurisdictional inferences.
INTRODUCTION
A ccounting is often referred to as the "language of business." In addition to providing a language, it is also akin to a translation program. The corporation uses accounting principles and rules to aggregate all of the year's transactions to a few tables of numbers; the stock analyst studies these few tables of numbers to understand the events and estimate the value of the corporation. When I speak to high school students about accounting as a profession, I relate my experience of enjoying word problems in fourth grade. If one were to place attorneys at the verbal end of the spectrum and economists at the quantitative end of the spectrum, accountants are in the middle, because they need facility in translating words to numbers and numbers to words.
The domestic production activities deduction in the American Job Creation Act (AJCA) of 2004 provides a specifi c platform to introduce fi ve concepts from fi nancial accounting that lawyers and economists should consider when setting tax policy: book income matters; tax rate changes immediately affect earnings; current tax expense does not generally equal taxes paid; accounting mixes different methods and permits management judgment; and consolidation rules differ for book and tax income, complicating jurisdictional inferences.
This paper provides a brief introduction to these issues and their implications for the production activities deduction and for tax policy debates broadly.
BOOK INCOME MATTERS
In setting tax policy, economists might think that managers of corporations will view alternatives as equivalent if they provide equal present values of after-tax cash fl ows. Legislators can construct an investment incentive through a statutory rate cut, a credit, a permanent deduction, or an accelerated deduction, and write the law to make any of those structures economically equivalent. However, because different structures have different effects on reported book income, corporations may lobby in favor of one alternative over another.
Only rate decreases, credits and permanent deductions increase book income. Accelerating deductions reduces taxable income but does not change reported total tax expense book income. Table 1 in the Appendix illustrates why expensing an asset for tax purposes improves cash fl ow but does not change book income. In brief, total tax expense for book purposes equals the sum of tax owed now (current tax expense) plus tax owed later (deferred tax expense) on book income this period. A tax policy that permits accelerated depreciation (in the extreme, expensing an asset) decreases current tax expense but increases deferred tax expense, leaving total tax expense unchanged. If deferred tax expense were discounted for the time value of money, the accelerated tax benefi t would affect book income, but accounting for income taxes does not generally reflect any discounting. 1 The example of expensing versus depreciating begs the following questions. If the effect on tax expense is so simple, why can't financial statement users observe the cash fl ow benefi t of the tax policy? Are markets so ineffi cient? The question of whether and in what settings fi nancial reporting "matters" are at the heart of academic research in accounting. Policymakers need to worry about short-run and transition effects. Although markets are reasonably effi cient, at least in the long run, evidence is mixed about short-run market effi ciency (see Fama (1998) , Kothari (2001), and Thaler (1999) for reviews of this literature).
The most obvious short-run effects involve contracts. For example, manager bonuses and debt covenant restrictions are frequently based on reported book income and balance sheet amounts. Such contracts induce preferences for rate decreases, credits or permanent deductions over rapid expensing. Reported details concerning deferred tax expense components do not permit financial statement users to understand easily the benefi t of a tax change on a corporation's cash fl ows. The more complex is the tax change, the less able are analysts (Plumlee, 2003) and other fi nancial statement users to evaluate the effect of the tax change on the corporation. Hence, the mapping of a tax benefit into the corporation's stock price is likely to be less effi cient in the short run, especially as the complexity of the tax provision increases. For example, casual inspection of company footnotes shows many firms reporting that the company has not determined the effect of the repeal of extra-territorial income (ETI) exclusion and the enactment of the domestic production activities deduction on the company's fi nancials. 1 To the extent the book-tax difference already refl ects discounting, the deferred tax expense will as well. For example, Statement of Financial Accounting Standards No. 106 requires that fi rms record a book expense for the estimated present value of post-retirement benefi ts other than pensions. This expense for promised benefi ts (typically medical benefi ts) is not deductible until paid. Because the book expense is the present value amount, the associated deferred tax expense is already discounted as well. Note that because this is a delayed deduction, the entry to deferred tax expense is a credit, meaning that it represents a future deduction, or deferred tax asset.
The domestic manufacturing deduction is a new deduction that reduces only taxable income but does not change book expenses. As such, this deduction is a "permanent" item, because pre-tax book income is unchanged, but taxable income is lower. Net book income will increase, however, because current and total tax expense will both be smaller. When the domestic manufacturing deduction was first passed, the Financial Accounting Standards Board (FASB) opined that it was not equivalent to a rate cut (FSP FAS 109-1-Application of FASB Statement No. 109, Accounting for Income Taxes, to the Tax Deduction on Qualifi ed Production Activities Provided by the American Jobs Creation Act of 2004 (December 21, 2004) ) and, thus, should only affect tax expense prospectively. As the next section shows, rate cuts have immediate effects on income because they affect existing deferred tax assets and liabilities.
TAX RATE CHANGES AFFECT ACCUMULATED DEFERRED TAXES
As explained above, a deferred tax asset is a tax benefi t that will materialize in the future. The utilization of a deferred tax asset simply reduces taxable income in the future and results in a tax benefi t in that future period. A common example of a future tax benefi t arising from the utilization of a deferred tax asset relates to using a net operating loss carryforward to offset future taxable income. Another example noted above is a deferred tax asset arising from other post-retirement employment benefits. 2 Because retirement medical expenses for current workers cannot be deducted until the medical costs are paid to retirees, the tax benefi t of the current book expense is deferred.
In contrast, a deferred tax liability is additional tax that must be paid later. The most common example relates to acceler-ated depreciation or expensing. In future years when the tax basis is exhausted, the taxable revenues are no longer sheltered by depreciation, and the tax benefi t of such acceleration must be repaid. In such years, the book depreciation expense exceeds any tax depreciation expense, and the deferred tax liability begins to reverse.
Statutory tax rate changes affect the rate at which benefits are received or liabilities are repaid. If the statutory tax rate decreases, corporations' deferred tax assets are worth less because benefi ts will occur at lower rates. At the same time, corporations' deferred tax liabilities cost less because the liabilities are repaid at lower rates. Thus, corporations with a net asset position must record a loss, but fi rms with a net liability position report a book gain.
When Congress was considering various tax policy alternatives to motivate domestic manufacturing, corporations with net deferred tax assets preferred a permanent deduction rather than a rate cut because they did not want to write down their deferred tax assets. Coming on the heels of the 2001 recession, many corporations had large net operating loss carryforwards (NOLs), which generated deferred tax assets. Thus, companies with NOLs would have opposed a rate cut.
CURRENT TAX EXPENSE DOES NOT EQUAL TAXES PAID
Although accountants understand the limitations of using current tax expense to estimate taxes paid, researchers, analysts, reporters and commentators who are not trained in accounting still use tax expense as a naïve proxy for taxes paid. In the worst case, readers use the total tax expense to infer something about U.S. taxes paid. But total tax expense includes taxes to be paid later (deferred tax, as explained above) as well as foreign, state and other taxes. A better, but still imperfect proxy for U.S. taxes paid is the U.S. current tax expense.
Current tax expense differs from taxes paid in several important respects (see Hanlon (2003) for a thorough but clear paper devoted to this topic). First, exercising nonqualifi ed stock options affects current tax expense differently than taxes paid on the return. Nonqualifi ed stock option expense reduces taxable income, which reduces taxes paid on the tax return. Prior to 2006, however, companies were not required to record any book expense related to stock options. The reasoning was that a company should not record a gain or loss from trading in its own stock. 3 Thus, exercising nonqualifi ed stock options reduced taxes paid on the return but did not affect book income or current tax expense. Any tax benefit from the exercise of stock options was recorded only as an increase in stockholders' equity.
However, the FASB reconsidered the argument that when employees can purchase stock for less than fair market value, they receive compensation. Starting in 2006, fi rms must record an expense for the value of the granted options. The valuation method uses a modifi ed Black-Scholes pricing formula. However, the estimated expense at the date of grant will still be lower than the difference between fair value and strike price for exercised in-the-money options. As a result, taxes paid on the U.S. tax return will be lower than recorded U.S. current tax expense for companies that have a stock option deduction, both pre-2006 and post-2005. A second difference between current tax expense and tax paid on the return is the provision for tax contingencies, or tax cushion. Under Statement of Financial Accounting Standards No. 5 (SFAS5), Accounting for Contingencies, a fi rm must record probable and estimable loss contingencies. Thus, if the fi rm reports tax positions that it believes will probably be detected and overturned by the IRS or other tax authorities, it must accrue a provision for the loss. Recently, the FASB (2006) provided new guidance about how to record tax benefits related to those positions. The FASB now requires that corporations record "the best estimate of the impact of a tax position only if that position is more likely than not of being sustained on [IRS] audit based solely on the technical merits of the position," thus reducing the flexibility that management judgment previously permitted. Firms must determine this probability based solely on the merits of the position and ignore any detection risk. Consistent with the difference between U.S. current tax expense and taxes paid on the U.S. corporation income tax return including tax cushion, Gleason and Mills (2002) fi nd the difference is related to IRS audit adjustments.
Finally, tax attributes such as unused credits and loss carryovers generate differences between current tax expense 3 The requirement to record a book expense for stock options developed slowly from initial disclosure requirements (SFAS123 and taxes paid. For fi nancial reporting purposes, the tax benefi t of loss and credit carryovers are recognized in full, reduced by a valuation allowance for probable expiration. However, taxes paid will not decrease until the credit or loss carryover reduces future taxes paid.
To conclude point three-that current tax expense does not equal taxes paidthis section reviews the disclosures in the fi nancial statement income tax footnote. For illustration purposes, Table 2 in the Appendix displays excerpts from the 2005 income tax footnote for Corning Inc. The tax footnote discloses the components of income tax expense, divided into (if material): current versus deferred, and U.S., foreign, state and other. Thus, for Corning Inc., observe that total pretax income (in millions) is $550.10 U.S. and $262.20 foreign. Note that the U.S. likely taxes more income than $550.10, because intercompany repatriations from foreign subsidiaries such as dividends or royalties would not be recorded as book income.
Further, the fi rm discloses the material components of deferred tax assets and liabilities. However, the components of deferred tax assets and liabilities are not broken down by U.S. versus foreign. Therefore, a reader of the fi nancial statement cannot tell to which jurisdictions the temporary differences relate. For example, Corning Inc. has a deferred tax liability of $196.40 related to property, plant and equipment, but we cannot tell how much of this is due to property, plant and equipment bonus depreciation on post 9/11/2001 investment in U.S. property.
Finally, the tax footnote reconciles (either in dollars or percentage of pretax income) total income tax expense to the tax expense computed at the top U.S. statutory rate (currently 35 percent). The items that reconcile the effective tax rate to 35 percent include credits, permanent differences, valuation allowances, and tax cushion, although the latter is rarely disclosed. Corning Inc. has an effective tax rate of 31.20 percent, which is lower than 35 percent due to extraterritorial income tax incentives, the domestic manufacturing deduction, the U.S. tax effect of foreign earnings and dividends, the deduction allowed for tax exempt interest income, and other net deductions.
As a permanent difference, the domestic manufacturing deduction is disclosed in the effective tax rate reconciliation if it is material. FASB's FSP FAS 109-1-Application of FASB Statement No. 109, Accounting for Income Taxes, to the Tax Deduction on Qualifi ed Production Activities Provided by AJCA 2004 made clear that such treatment was prospective only and should not be treated as equivalent to a rate cut. Because the domestic manufacturing deduction phases in from three percent to six percent to nine percent, the disclosure may not materialize until the deduction is fully phased in. Corning Inc., however, is one of the companies that disclosed the effect of the domestic manufacturing deduction. As the tax footnote illustrates, the domestic manufacturing deduction reduced Corning Inc.'s income tax provision by $4.80.
ACCOUNTING MIXES DIFFERENT METHODS AND PERMITS MANAGERIAL JUDGMENT
Researchers in accounting, fi nance, economics and other disciplines use fi nancial statement balance sheet information as measures of investment. Measures such as "market-to-book" ratios or "q" are used to estimate value relative to cost. However, researchers must understand that assets and liabilities are recognized under different methods, depending on the item. Because fi rms have some latitude in methods, recognition is not perfectly consistent across fi rms. Further, accounting standards generally provide principles, not rules, so managers exercise judgment and discretion in the valuation of assets.
A brief set of examples follows. These examples do not attempt to be comprehensive concerning fi nancial reporting. Rather, I intend to show the variation in methods for reporting assets and liabilities within a single balance sheet.
Researchers that are not trained in accounting often assume that under Generally Accepted Accounting Principles, assets are reported at historical cost. In actuality, balance sheet amounts are reported at historical cost, current cost or fair value, net realizable value and discounted present value (see, for example, Revsine, Collins and Johnson (1999, chapter 4) ). Even with historical cost, however, differences exist. Regarding inventory on hand at the end of the period, the items may be valued based on the oldest inventory (last-in, firstout) or based on the most recently purchased inventory (first-in, first-out). Relatedly, inventory must be stated at the lower of cost or market value, so it may be stated at replacement cost, rather than historical cost, when market values are declining.
Some assets are restated to fair market value at each reporting period. One example is marketable securities held as short-term investments. Both trading and available-for-sale securities are marked-to-market on the balance sheet, although the gain or loss is only recorded in income for trading securities and is recorded in stockholders' equity for securities classifi ed as "available for sale." In addition to different measurement rules for recorded assets, some expenditures cannot be recorded as assets even though the fi rm incurs the costs hoping for future benefi ts. Specifi cally, R&D and advertising expenditures are treated as expenses and do not create assets. Thus, self-created intangibles (patents, know-how, brands) generate much of the spread between the market value and the book value of the fi rm. However, purchased intangibles are recorded at their fair market value at purchase. 4 Hence, corporations have differing "market-to-book" or "q" depending not only on the value of their underlying intangible assets, but also on whether such intangibles were purchased or self-created.
Liabilities also reflect differences in recognition method. Again, liabilities traditionally refl ect historical cost. Thus, if a corporation borrows debt at a thenprevailing market rate of interest, the debt is recorded at face value. Such debt is not generally written up or down as the interest rates change. However, as fi nancial markets grew more complex in the last decades, more debt carries variable rates of interest or derivative fi nancial instruments that have the effect of market interest rates. 5 Note that an interesting exception to market valuation of liabilities relates to deferred tax liabilities. Because a taxpayer does not owe interest on deferred tax liabilities, the market value of owing more tax when a temporary difference reverses is less than the face amount of the deferred tax liabilities. Thus, the face value of future tax owed when, for example, depreciation deductions reverse, exceeds the discounted present value. Not all deferred tax items are at face value, however. Because the non-deductible book expense for other post-retirement employee benefi ts is itself based on the discounted cost of such benefi ts, the deferred tax asset is effectively discounted, too.
More broadly, worldwide financial statements are not designed to consistently disclose U.S. versus foreign investments. SFAS 131 requires disclosures of reportable operating segments. 6 These operating segment disclosures sometimes, but not always, reveal the country in which revenues are earned and assets held. However, SFAS131 does not require an enterprise to report information that is not prepared for internal use if reporting it would be impracticable. Thus, fi nancial accounting standards do not require consistent geographic disclosures that would permit policymakers or tax enforcers to estimate domestic manufacturing.
CONSOLIDATION RULES DIFFER FOR BOOK AND TAX INCOME
Consolidated financial statements include all the controlled entities of the parent corporation. Generally, control is presumed to exist if the corporation owns greater than 50 percent of the voting stock. Note that in the 1990s, corporations could exclude special purpose entities from their consolidated fi nancial statements even with stock ownership as great at 97 percent. Corporations could use such special entities to remove debt from the consolidated balance sheet (Mills and Newberry, 2005) . The FASB tightened its reporting requirements for such entities in Interpretation 46(R), {Interpretation 46(R) Consolidation of Variable Interest Entities (revised December 2003)-an interpretation of ARB No. 51}, to make it more diffi cult to exclude such entities from the consolidated fi nancial statement.
Tax consolidation is governed by IRC §1501, which provides that affiliated groups may elect to file a single consolidated return. An affiliated group generally consists of a domestic parent corporation and all of its domestic subsidiaries in which it has at least an 80 percent ownership interest.
Due to the differing rules, 50-79 percent owned domestic corporations and 50-100 percent owned foreign corporations are excluded from the U.S. tax return but are included in the worldwide fi nancial statement. Thus, the worldwide consolidated financial statement includes assets, liabilities, income and expenses for a larger enterprise than does a U.S. consolidated tax return. These differences contribute to diffi culty in using the tax return reconciliation form Schedule M-1 (Mills and Plesko, 2003 . "This Statement requires that a public business enterprise report a measure of segment profi t or loss, certain specifi c revenue and expense items, and segment assets. It requires reconciliations of total segment revenues, total segment profi t or loss, total segment assets, and other amounts disclosed for segments to corresponding amounts in the enterprise's general-purpose fi nancial statements. It requires that all public business enterprises report information about the revenues derived from the enterprise's products or services (or groups of similar products and services), about the countries in which the enterprise earns revenues and holds assets, and about major customers regardless of whether that information is used in making operating decisions. However, this Statement does not require an enterprise to report information that is not prepared for internal use if reporting it would be impracticable" (SFAS131 Summary).
Nevertheless, until Schedule M-3 and related instructions clarifi ed tax return reporting requirements, many taxpayers appeared to include aggregated balance sheets on Schedule L that might have included all the fi nancial statement entities or failed to post elimination entries between related corporations. Mills, Newberry, and Trautman (2002) document that the Schedule L balance sheet assets and liabilities sometimes exceeded even the consolidated worldwide financial statement amounts. Further, Boynton, DeFilippes and Mills (2004) reveal that Statistics of Income adjustments for intercompany dividends, while correcting gross dividends and special deductions, do not clearly indicate whether book income on the Schedule M-1 refl ects appropriate eliminations.
Cross-border accounting is critical for tax enforcement, but less so for fi nancial reporting. Although firms separately report domestic versus foreign pretax income in their income tax footnotes, this distinction does not follow U.S. sourcing rules. Hence, policymakers and tax administrators cannot rely on fi nancial statement disclosures to determine income over which the U.S. has jurisdiction. This caveat is important for estimating the revenue consequences of replacing the current corporate income tax system with one that taxes U.S. book income. Tax administrators need complex regulations to defi ne sources of income and deductions. In fact, the regulations for the domestic production activities deduction mirror the transfer-pricing regulations of IRC Section 861.
CONCLUSIONS
The domestic production activities deduction provides a setting to consider how fi nancial accounting considerations can affect tax policy debates. Increasingly, policymakers consider accounting and capital market effects in evaluating alternatives. For instance, the President's Advisory Panel on Federal Tax Reform considered the implications of various reforms on fi nancial accounting.
To recap, publicly traded corporations care about book income and are likely to lobby to avoid losses and increase income. Because rate changes affect deferred tax assets and liabilities, rate changes affect corporate income immediately. I offer several caveats about using financial statement data to provide evidence on tax policy. First, balance sheets do not perfectly measure investment. Second, current tax expense does not equal taxes paid. Finally, because consolidation rules differ for book and tax, it is diffi cult to estimate U.S. entity effects from fi nancial statements. In sum, public data such as fi nancial statements provide imperfect pictures of tax reporting. Corporate tax return data, if made public, could permit non-government researchers to assist policymakers and tax administrators with additional analysis. Continued crosseducation among accountants, lawyers and economists can only help us improve our separate contributions.
I offer two closing notes to my colleagues. To the lawyers: Lawyers need to keep in mind that accounting as a language will typically communicate via numbers and legal nuances may get lost. To the economists: Despite the fact that accounting provides numerical measures of fi rm performance, accounting principles may not allow certain economic measures to be represented to the markets as clearly as an economist would like. Therefore, since accounting is the primary means by which management communicates to the market, it is important for lawyers and economists to understand what accounting can and cannot communicate.
Treasury. I appreciate helpful suggestions from Cristi Gleason, John McClelland and Doug Shackelford. Casey Schwab provided excellent research assistance and additional suggestions. I dedicate this paper to Rosanne Altshuler. Throughout her service as Editor of NTJ, she generously helped me improve my thinking and writing and has played a large role in inviting accountants to contribute to tax policy and analysis. 
Tax Return
Year 1 Year 2 Year 3 Gross margin pretax $7,000 $7,000 $7,000
Immediately expense asset for tax -3,000 0 0
Taxable income 4,000 7,000 7,000
Taxes payable (30%) -$1,200 -$2,100 -$2,100
Note: immediate expense decreases Year 1 cash outfl ow for taxes.
Financial Statement
Gross margin pretax $7,000 $7,000 $7,000
Book straight-line depreciation -1,000 -1,000 -1,000
Pretax book income 6,000 6,000 6,000
Temporary difference between book income and taxable income 2,000 -1,000 -1,000 Management believes that it is more likely than not that the net deferred tax asset will be realized. This belief is based on criteria established in SFAS No. 109. The criteria that management considered in making this determination were historical and projected operating results, the ability to utilize tax planning strategies and the period of time over which the tax benefi ts can be utilized.
Tax effected operating loss carryforwards at December 31, 2005 amounted to $160.60 compared to $192.80 at the end of 2004. All of the tax effected operating loss carryforwards are subject to expiration in 2007 or have an indefi nite carryforward period. Substantially all tax effected operating loss carryforwards were generated by the Company's subsidiary in the United Kingdom. There is an unlimited carryforward of net operating losses in the United Kingdom and management has determined that no valuation allowance is needed for these net operating losses.
The valuation allowance of $1.60 is attributable to the inability to utilize net operating loss carryforwards from the Company's subsidiaries of $0.50 in Australia, and $1.10 in Ireland. The operating loss carryforward in Australia is subject to expiration in 2007. The operating loss carryforward in Ireland has an indefi nite carryforward period. During the year ended December 31, 2005, the Company recorded a deferred income tax asset of $9.80 on $46.40 of undistributed earnings that will be repatriated in the foreseeable future. In addition, the Company recorded a deferred income tax liability of $1.10 on $10.90 of undistributed earnings that are not considered to be permanently reinvested. As of December 31, 2005, income and remittance taxes have not been recorded on $166.20 of undistributed earnings of foreign subsidiaries, either because any taxes on dividends would be offset substantially by foreign tax credits or because the Company intends to reinvest those earnings indefi nitely. 
